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CRITICAL CONDITION
A Coding Analysis for a Physician Practice Valuation

By M ark O . Dietrich, CPA /A B V , and Frank Cohen, CMPA

INTRODUCTION
At the outset, we should emphasize
that a coding analysis is not always
feasible. In a n u m b er of circum 
stances, the data may not be available
because of poor information systems
or a refusal to provide the data.
Depending upon the nature of the
engagement, the analyst may want to
consider the implications of the lack
of availability or a refusal to supply
data. That said, this article focuses on
the significance of a coding analysis.
Basic coding analysis is within the
reach of the valuation analyst using
the approaches and tools described
herein.

ESTABLISHED PATIENT OFFICE VISITS
The most commonly used codes in
the Medicare database are the estab
lished patient office visits, which are
designated 99211 through 99215.
The codes are copyrighted by the
A m erican M edical A ssociation
(AMA). Of these five codes, 99212,
99213, and 99214 are the most fre
quently used; 99214 pays about 60%
more than a 99213; and more than
220% of 99212. Clearly, incorrect or
im proper coding can dramatically
affect the normalized revenues of a
practice. For this reason alone, a cod
ing analysis is critical.
In the last five years, there has
been a steady rightward shift of the
historical bell curve coding pattern,
with a decrease in 99212 codes and
an increase in the 99214 codes.
This shift has not gone unnoticed.
T he D e p a rtm en t of H ealth and

Human Services (DHHS), Office of
Inspector General (OIG) produced
Medicare Fee for Service (FFS) error
rates from 1996 to 2002. This process,
known as the Comprehensive Error
Rate T esting (CERT) program
revealed that payers were reimbursing
practices erroneously for procedures
that were not documented properly
and/or did not meet medical necessity
tests. A focus of this study has been a
select group of procedure codes that
have historically had very high levels of
improper payment, the least of which
has been the aforem entioned code
99214. Medical reviews of 4,436 lines
for the period between January 1,
2004, and December 31, 2004, dis
closed that 648 lines, or 14.6%, were
in error. Based on the application of
these results, CMS estim ates that
improper payments of $234,489,004
were made to physicians for this code
alone. For m edical practices, this
means that these codes are under
greater scrutiny from payers and other
outside investigative agencies.
Evaluation and m anagem ent
(E/M) coding in particular is depen
dent on a series of guidelines that
require the physician to consider
1,600 unique decision points during a
typical patient visit. In determining the
code to be assigned, there are two
major players with respect to validat
ing the use of the E/M code, namely,
documentation and medical necessity.
Documentation is simply the process
of re c o rd in g or w riting down a
detailed summary of the visit, includ
ing the chief complaint, past family
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and social history, results of the phys
ical exam , and in fo rm atio n th at
would indicate the level of complex
ity of decision making during the
examination. This process is analo
gous to the working papers of the
valuation analyst or certified public
accountant (CPA).
Medical necessity is a process used
by Medicare and private payers to
determine whether they should pay
for goods or services billed by the
physician. M edical necessity is
defined as including that which is
reasonable and necessary to diag
nose or treat illness or injury, or
im prove the fu n c tio n o f a m al
formed body member. Medicare has
a n u m b er of policies, in clu d in g
national coverage determ inations
(NCDs) and local m edical review
policy (LMRP), also known as local
coverage determ inations (LCDs),
which outline what is and is not cov
ered. In a small num ber of cases,
M edicare may even d e te rm in e
w h e th e r a m eth o d of tre a tin g a
patient should be covered on a caseby-case basis. Even if a service is
accepted as reasonable and neces
sary, coverage may be limited if the
service is provided more frequently
than allowed under standard policies
or standards of care.
In almost every case, these two
tests dominate the decision to reim
burse the provider for the procedure
submitted on the claim. It is a com
plicated process because there is no
effective relationship between docu
m entation and m edical necessity
even though both medical necessity
and documentation are tied to the

Internal Medicine Coding

procedure code.
Submitting a claim for a service or
procedure binds the practice to a
highly com plex and com plicated
series of laws, policies, rules, and reg
ulatio n s, any violation o f which
could result in substantial civil and
criminal penalties.

OTHER EXAMPLES
Many medical specialists such as car
diologists, infectious disease special
ists, and pulmonologists earn a sub
stantial am o u n t of th e ir incom e
from consultations. A consultation is
specifically defined as a request from
another physician. The AMA’s Cur
re n t P ro c e d u ra l T erm inology
defines a consultation as “a type of
service pro v id ed by a physician
whose opinion or advice regarding
evaluation and m anagem ent of a
specific problem is requested by
another physician or other appropri
ate source.” There are three parts to
a consultation, namely, a request for
review a n d /o r an opinion; the ren

dering of the opinion; and the docu
mentation in the patient’s chart, and
the report provided to the referring
physician. A recent OIG study sug
gests th a t billions of dollars in
improper consultations were being
billed to M edicare, placing these
procedures, along with established
office visits and subsequent hospital
visits, high on the OIG’s hit list.

SOURCES OF DATA
Certain data can be downloaded from
the CMS Web site at www.cms.hhs.gov/

PhysicianFeeSched/01_0verview.asp#TopOfPage.
C opies o f th e CERT re p o rt,
updated definitional inform ation
on consults, the physician fee sched
ule database (PFSDB) and o th er
files related to this article may be
dow nloaded for free by going to
www.cpahealth.com and clicking on the
download tab.

IDENTIFYING PROBLEMATIC CODING
A major area of utilization analysis
involves the use of the E/M codes.
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This kind of analysis involves looking
at the use of codes within specific
categories and between specific cate
gories and comparing the utilization
of each category to the global use of
E/M codes. Performing a complete
E/M utilization analysis can be com
plex and time-consuming; however,
it is the category that most frequently
accounts for the resource utilization
a n d /o r financial revenue of the
practice. The use of E/M codes is
un d er considerable scrutiny from
outside reviewers and special atten
tion should be paid to this area.
In the valuation practice of Mark
Dietrich, one of the coauthors of this
article, the Top 50 code sp read 
sheets by specialty are used exten
sively to identify potential issues that
warrant further inquiry. These data
are extracted from the M edicare
Master Database and summarized by
CPT code and frequency of use. A
complete set of tables for all special
ties can be purchased by contacting

info@cpahealth.com.
For example, the spreadsheet for
infectious disease (ID) indicates that
the most frequently billed consult
code is 99254, initial inpatient con
sult, which is 52% of all inpatient
consults. The most frequently billed
code is 99232, subsequent hospital
care. The ratio of all consultations
(both office and hospital) to all
patient visits is 12%.
Note that the remaining Top 50
services in this subspecialty represent
injections or tests. In reviewing the
coding of an ID practice as part of a
valuation, the Medicare data can eas
ily be compared to those of the prac
tice.
Another benchmark is to statisti
cally analyze the incidence of related
procedures, such as office visits and
outpatient consults. In performing this
intercategory analysis, we could take
the total number of outpatient con
sults (99241 to 99245) compared to
the total volume of new office visits
(99201 to 99205). For example, the
ratio of office consults to new office
visits for cardiology is 4.3 to 1, mean

Rank in
CPT Code Service Description

Count

7
13
21

99254
99255
99253

337,300
204,283
103,218

Rank in
Top 50

CPT Code Service Description

35
45
26
34
39
7
13
21
33
43
46
6
10
24
29
31
2
3
4

99 29 1
99238
99262
99263
99223
99254
99255
99253
99312
99311
99244
99213
99214
99212
99215
9 9 21 1
99232
99231
99233

Initial inpatient consult
Initial inpatient consult
Initial inpatient consult

Count

Critical care, first hour
37 ,849
Hospital discharge day
24 ,241
Followup inpatient consult
61,413
Followup inpatient consult
39 ,668
Initial hospital care
26,367
Initial inpatient consult
33 7,30 0
Initial inpatient consult
204,283
Initial inpatient consult
10 3,21 8
Nursing fac care, subsequent
40 ,830
24,467
Nursing fac care, subsequent
Office consultation
22,299
Office/outpatient visit, established
339,957
Office/outpatient visit, established
247,192
Office/outpatient visit, established
67 ,810
Office/outpatient visit, established
49,383
47 ,594
Office/outpatient visit, established
Subsequent hospital care
2,367,869
840,012
Subsequent hospital care
Subsequent hospital care
704,910
5,586,662

ing that for every new patient office
visit, the average cardiovascular (CV)
doctor or cardiologist reports about
four consults. In our example, let’s
say that, for the practice, the ratio
was 2 to 1. This might indicate that
the practice is shifting what should
be consults to new office visits. These
kinds of aberrant practices could
result in financial a n d /o r compli
ance problems.
For example, significant excessive
numbers of consults, no matter how
they are measured, can help frame
the interview questions used to assess
whether there is something particu
lar to the practice. The interview of
an Infectious Disease doctor might
take place as follows:
Analyst:
“Dr. Smith, I noted in my review of
your coding data that the volume of office
consultations you report is significantly
higher than that of your peer group. I

Percent of
Inpatient
Consults
52.31%
31.68%
16.01%
100.00%

Percent of
Top 50
0.68%
0.44%
1.11%
0.71%
0.48%
6.08%
3.68%
1.86%
0.74%
0.44%
0.40%
6.13%
4.45%
1.22%
0.89%
0.86%
42.67%
15.14%
12.70%
100.00%

generally see physicians in your specialty
seeing consults in the hospital. Can you
tell me about the unique aspects of your
practice that might explain the differ
ence?”
Dr. Smith:
Answer A: “Since my office is here on
campus, many patients simply come here
rather than wait for me to see them in the
hospital. ”
Answer B: “You’ll note that many of
my patients have communicable diseases
and, in this area, I receive most of the
referrals to confirm or rule out a particu
lar diagnosis.”
Answer C: “I didn’t realize there was a
difference.”
Answer D: “When I see patients for the
first time, I charge for a consult. It pays
more than a new patient visit. ”

ANALYSIS
Answer A would require the analyst
to know whether a particular med
3
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ical condition typically requires hos
pitalization before an ID consult.
Answer B m ig h t be a perfectly
acceptable answer if, for example,
Dr. Smith practices in an inner city,
where tuberculosis is often a public
health problem. Answer D is a red
flag and a tacit admission of incor
rect coding. Obviously, Answer C is
of no assistance to the analyst.

ancillary capabilities of the practice,
such as whether it has a blood chem
istry lab, x-ray, or other imaging tech
nology. Comparisons between the
practices with and without this equip
ment are not possible; therefore, it is
important to ascertain the practices’
capabilities before attempting a uti
lization analysis.

MODIFIERS

For surgical practices, the utilization
of procedure codes is more complex
and can involve a number of different
kinds of analysis, many of which are
likely beyond the purview of the valu
ation analyst. However, certain simple
analyses can rule out or identify com
mon problems. It may also be helpful
to identify the revenue potential asso
ciated with procedures that are not
being provided by the practice but
that are being performed or reported
by other practices within the same
specialty. In specialty practices, such
as ophthalmology, physicians trained
in the most recently developed surgi
cal techniques may have greater earn
ing power than the current practi
tioners who are relying on less
advanced techniques.
Another utilization issue concerns
the use and reporting of the postop
erative code 99024. Medicare pays
for all surgery on the basis o f a
global fee that includes both preoper
ative and postoperative care. For
example, a practice reports 5,250
global surgical procedures that have
e ith e r a 10- or 90-day follow-up
period. In performing a utilization
analysis, it is fo u n d th a t they
reported the 99024 code (surgical
followup) 1,025 times. The resulting
ratio of .195 to 1 indicates that only
one in five surgical procedures was
followed! This conclusion could
raise troubling questions about the
quality of care, as well as compliance
and the potential for reimbursement.
Even though the relevant codes are
c o n sid e red b u n d led codes for
Medicare, it is important to ensure
that all postoperative visits that fall
within the global period, i.e., are

SURGICAL PRACTICES
The same sort of analysis applies to
the use of modifiers. Over- or under
use of certain modifiers may raise a
flag with carriers, payers, and other
ou tsid e review ing agencies. For
exam ple, if m odifier 25 (used to
describe separate, distinctly identifiable
services from other services or proce
dures re n d e re d d uring the same
visit) is used at a level greater than
10% of a particular E/M category, it
may cause a carrier to perform a
review of the practice’s billing and
coding p attern s. These flags are
m ost often the source of focused
reviews and audits. Most recently,
OIG published two separate reports,
one on m odifier 59 and one on
m o d ifie r 25. A ccording to the
reports, violations in the way these
codes are re p o rte d by providers
resulted in hundreds of millions of
dollars in inappropriate payments.
These reports are also available at
www.cpahealth.com by clicking on the
download tab.

UTILIZATION OF TESTS
One process is the ranking of proce
dure codes within the practice com
pared to national averages. For exam
ple, we might rank the codes within
our practice by frequency and dollar
volume, and compare this result with
the top 50 codes for that specific spe
cialty based upon the national aver
age. This analysis identifies areas in
which there may be patterns of over
or under use. A subset of this analysis
is the utilization of tests in the physi
cian’s office, and many of the Top 50
CPT codes consist of such tests. Some
of this variation can be traced to the
4

recorded for reasons relating to the
global procedure, and accurately
d o c u m e n te d as such. For each
global surgical code, there is a pre
service, intraservice, and postservice
component that represents both the
resource consumption and fee allo
cation for that procedure. For exam
ple, for procedure code 28190 (the
removal of a foreign body from the
foot), the preoperative portion is
10%, the surgical portion is 80%,
and the postoperative p o rtio n is
10%. If adequate followup is not
reported, the insurer could reduce
the postservice payment portion (by
10%), indicating that the follow-up
portion was not satisfied based upon
the utilization statistics.
The use of global fees for surgery
is a critical consideration in valua
tion or litig a tio n . For exam ple,
assume a surgeon has left the group
practice and the geographic area
and is seeking additional compensa
tion or other benefits. The group
practice has the responsibility and
lost revenue associated with provid
ing postoperative care, including the
re p a ir o f com plications, for any
patients of that departed surgeon.
This must be considered in any dam
ages calculation.

PROPOSED CHANGES IN THE VALUE OF
CODES
In the June 29, 2006 Federal Regis
ter, CMS announced its in ten t to
increase the Relative Values of E&M
services in 2007, following closely on
the heels of a suggestion by MedPAC
in its March 2006 report that these
services had declined in value, in
large part to the benefit of high-tech
imaging services.
The work component for RVUs [Rela
tive Value Units] associated with an
intermediate office visit [99213], the
most commonly billed physician’s service,
will increase by 37%. The work compo
nent for RVUs for an office visit requiring
moderately complex decision-making and
for a hospital visit also requiring moder
ately complex decision-making will
increase by 29% and 31 % respectively.
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Both of these services rank in the top 10
most frequently billed physicians’ services
out of more than 7,000 types of services
paid under the physician fee schedule.
The 99213 code presently has a
fully implemented work RVU value
of .67. Under this proposal, the value
w ould rise to app ro x im ately .92
RVUs. With a conversion factor of
$37.90, this w ould re p re s e n t an
increase in the fee of nearly $10 or
18%, to about $62.15 from the pre
sent level of $52.68 on the National
Physician Fee Schedule.
Significantly, because of the bud
get neutrality provisions of the exist
ing Part B system, the increased cost
associated with the increased RVUs
has to come from a reduction in the
value of other services and CMS pro
poses “to establish a budget neutrality
adjustor that would reduce all work

CPAE xpert

RVUs by an estimated 10% to meet
the budget neutrality provisions.” For
example, CMS estimated that the pro
posed changes would increase reim
bursement for internal medicine by
5% in 2007 while decreasing the
reimbursement for radiologists by the
same amount. The Federal Register
notice contains the details of esti
mated changes for all specialties.
CMS is also proposing changes to
the Practice Expense component of
the RVUs to be phased in over four
years through 2010, which will result
in further revenue shifts.

CONCLUSION
Valuation analysts are not coding
consultants. Nevertheless, given reg
ulatory issues and the impact of cod
ing on the future cashflow being val
ued, it is necessary that analysts have

CONSIDERING FORECASTS OF THE
ECONOMY'S LONG-TERM GROWTH
RATE WHEN DETERMINING A FIRM'S
STABLE GROWTH RATE
By Lindsey Lee, C P A /A B V , CFA, ASA

INTRODUCTION
Choosing a company’s stable growth
rate is a critical e le m en t when
p re p a rin g a valuation using the
income approach. Small changes can
have a significant im pact on the
resulting value. As the graph on page
6 indicates, the effect gets larger as
the stable growth rate increases.
The company’s stable growth rate
should reflect its long-term sustainable
growth rather than what is projected
for the short term. Factors to consider
when determining a company’s stable
growth rate include the following:
• The firm’s historical growth rate
• M anagem ent’s growth expecta
tions and goals

• The company’s ability to achieve
growth
• The enterprise’s borrowing power
• The projected growth rate of the
industry and the economy
• The economic environment

CONSIDERING THE ECONOMY'S LONG
TERM GROWTH RATE
Economists posit that no company
can grow faster than the economy
forever. Eventually, in a capitalistic
society, a com pany’s growth must
approach and possibly drop below
the economy’s general growth rate.
Many appraisers rely on the over
all economic growth rate to estimate
a company’s stable growth rate. For

some basic knowledge of the subject
and conduct a basic review. Rela
tively simple processes can be imple
mented using readily available data
from the Internet or vendors such as
MIT Solutions, Inc. ( www.mitsi.org) to
incorporate a basic assessment of
coding into the valuation process.
This results in a valuation conclusion
th a t reflects the risk, if any, of
unusual coding patterns and may
identify potential lost revenues avail
able to a h y p o th etic a l or o th e r
owner of the practice. In the latter
instance, the analyst can bring addi
tional value to the valuation. X
Mark O. Dietrich, CPA/ABV, is with Dietrich
& Wilson, PC, Framingham, MA. He can be
contacted at dietrich@cpa.net. Frank Cohen
is the Senior Analyst for CPA Health Part
ners, Clearwater, FL. He can be reached at
8 0 0 - 8 5 1 - 2 6 7 2 (e x te n s io n 7 1 3 ) or a t
info@cpahealth.com.

example, in Ibbotson’s Cost of Capital
Yearbook, the authors use the esti
mated nominal growth rate of the
entire economy as the stable growth
rate to calculate each company’s ter
m inal value. Ibbotson makes this
assum ption because “even in a
rapidly growing industry there will
come a time when growth slows to
be m ore in line with the overall
economy.”
The two elements comprising an
economy’s long-term growth rate are
expected inflation and expected real
growth. This article discusses several
sources the appraiser may consider
to estimate an economy’s forecasted
long-term growth rate.1

SOURCES OF INFLATION AND GDP
GROWTH FORECASTS
Surveys o f Economic Forecasts
• The Livingston Survey
In each issue, Business Valuation
Update presents the 10-year forecasts
for inflation and real gross domestic
product (GDP) as reported in the

1 Although there are multiple measures of inflation, this article only discusses forecasts of the CPI. Most valuation texts, such as those by Hitchner, Damodaran and Trug 
man, rely on the CPI to develop forecasts of the economy’s long-term growth rate. In addition, the author found the CPI to be the only measure of inflation for which
each of the sources discussed below prepared long-term forecasts.

5
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Livingston Survey. T he Livingston
Survey is the oldest continuous sur
vey of econom ists’ expectations.
Published twice a year, in June and
D ecem ber, the Livingston Survey
summarizes the forecasts of econo
mists from industry, governm ent,
banking, and academia. In the June
2006 edition, the survey panelists’
10-year forecast was for real GDP to
grow at 3.2% annually and inflation
to increase at 2.5% per year. The
Livingston Survey can be found at

www.philadelphiafed.org/econ/liv/index.html.
• Survey of Professional Forecasters
The Philadelphia Fed also compiles
the Survey of Professional Forecasters,
which is the oldest quarterly survey
of macroeconomic forecasts in the
U n ited States. In its issue d ated
August 14, 2006, the Survey of Profes
sional Forecasters reported its mem
bers’ consensus had forecast infla
tion over the next 10 years to be
2.5% per year. Copies of the Survey
of Professional Forecasters can be found
at www.philadelphiafed.org/econ/spf/index.html.
• Blue Chip Economic Indicators
Published by Aspen Publishers, Inc.,
a division of Wolters Kluwer nv, Blue
Chip Economic Indicators is a monthly
subscription-based publication that
presents the forecasts of more than
50 of the nation’s top business econ

omists. In March and October, the
Blue Chip Economic Indicators pub
lishes its sem i-annual long-range
consensus forecast of 15 economic
variables, including the CPI (for all
urban consumers), real GDP, and
nominal GDP. As of March 10, 2006,
the Blue Chip Consensus projected
inflation for the 10-year period 2006
to 2015 would increase at 3.09% per
year, with real GDP projected to
increase over the same period by
2.40% per year. Information on sub
scriptions to the Blue Chip Economic
Indicators can be found at www.aspenpub

lishers.com/bluechip.asp.
Government Agencies

• Congressional Budget Office
Blue Chip Economic Indicators includes
a com parison of its forecasts for
inflation, real GDP, and five other
economic variables to the 10-year
forecasts assumed by the Congres
sional Budget Office (CBO) in its
outlook for the budget and the econ
omy, The Budget and Economic
Outlook. Each year, the CBO issues
the report to help the Congress pre
pare for the upcom ing legislative
year. In The Budget and Economic Out
look: Fiscal Years 2007 to 2016, the
CBO projects that GDP will grow at
3.00% per year from 2006 to 2015
and that inflation, as represented by

Effect of Changes in Growth Rate on Capitalization Factor
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changes in the CPI, will increase by
2.34% per year from 2006 to 2015.
Copies of The Budget and Economic
Outlook can be found at www.cbo.gov/.
• Office of Management and Budget
Each year, the President submits to
the Congress his budget for federal
expenditures for the following fiscal
year. The Budget of the United States
Government contains the President’s
budget message, information about
his budget proposals, and other bud
getary publications. The budget is
based on five-year projections of key
economic variables developed by the
Office of Management and Budget
(OM B). T he W eb site at which
copies of the Budget of the United
States Government can be found is ori
gin.www.gpoaccess.gov/usbudget/. Blue Chip
Economic Indicators and the Budget
and Economic Outlook both include a
com parison of th e ir forecasts to
those included in the Budget. How
ever, since the Budget’s longest-term
forecasts are only five years out, I
have not included them in this arti
cle.
• Social Security Administration
Each year the Trustees of the Old
Age Survivors and Disability Insur
ance program (OASDI or Social
Security) are re q u ire d by law to
re p o rt on the financial status of
these program s. T he T ru s te e s ’
re p o rt in clu d es p ro je c tio n s of
annual revenues and expenditures
based on assumptions regarding real
GDP growth, inflation, and several
other economic indicators that are
developed by the Office of the Chief
Actuary of OASDI. The T rustees’
report includes three projected esti
mates to highlight the range of possi
ble outcomes. These estimates are
referred to as Intermediate (or best
guess), High Cost, and Low Cost esti
mates. For the 2006 fiscal year, the
Chief Actuary’s Interm ediate fore
casted real GDP to grow at 2.57%
per year from September 30, 2005,
to September 30, 2006, and for the
CPI to change over the period at an
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Emerge with an action plan for success.
Success in Business Valuation is all about knowing and understanding the trends that shape the
market. Learn them at this year’s highly anticipated AICPA National Business Valuation
Conference, where the pulse of the market is taken and the future is evaluated.

DECEMBER 3 - 5 , 2006
Hilton Austin
Austin, TX
Bonus Session
for BVFLS
ABV Members:
Saturday, December 2

Pre-Conference
Optional Workshops:
Sunday, December 3

Register by 11/15/06

and SAVE $ 7 5 !

AICPA

Here, you’ll explore the impact that the current economy has had on growing business valuation
services. Through interactive sessions, you’ll analyze today’s trends and tomorrow’s vision — with
in-depth discussions on the cost of illiquidity, the five areas in business valuation that are most
controversial and the ten deadliest mistakes of valuation. But most important, our expert speakers
will make sure that you fully understand these issues and the direction of the market — so you
come away with a clear-cut action plan for success.
The program offers five distinct tracks to ensure you get the most from your experience. Choose
from Niche Vignette, Litigation, Emerging Issues, Fundamental — and New this year, Fair Value.
In this fast-paced market, you can't afford to skip a beat. Register today!

K e y n o te S p e a k e r
Sherron Watkins

Sherron Watkins is the former Vice President of Enron Corporation who
alerted then-CEO Ken Lay, in August 2001, to accounting irregularities
within the company, warning him that Enron ‘might implode in a wave of
accounting scandals.’ She has testified before Congressional Committees
from the House and Senate investigating Enron’s demise. Ms. Watkins
has been lauded in the press for her courageous actions. TIME magazine
named Sherron, along with two others, Coleen Rowley of the FBI and
Cynthia Cooper of WorldCom, as their 2002 Persons of the Year, for being “people who did right
just by doing their jobs rightly.”
In recognition of her outstanding demonstration of ethics in the workplace, Ms. Watkins has
received numerous honors, including the Women's Economic Round Table 2003 Rolfe Award
for Educating the Public about Business and Finance and the Distinguished Executive Award
for 2003 from the National Academy of Management.
Now an independent speaker and consultant, Ms. Watkins shares her insights as to what went
wrong, not only at Enron, but with much of the whole system that equity markets rely on to
function properly. She focuses on ethical leadership and how to avoid any semblance of Enronlike behavior. Ms. Watkins is co-author, along with prize-winning journalist Mimi Swartz, of Power
Failure, The Inside Story of the Collapse of Enron, published by Doubleday in March 2003.
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Conference a g e n d a
FIELDS OF STUDY:

A-ACCOUNTING

AU-AUDITING

CS-COMPUTER SCIENCE

National Business Valuation Conference

BL-BUSINESS LAW

MKT-MARKETING

BMO-BUSINESS MANAGEMENT & ORGANIZATION

SKA-SPECIALIZED KNOWLEDGE & APPLICATION

T-TAX

C o n fe r e n c e T ra c k s
Fair Value for financial reporting is a complex and growing
area; this track provides practitioners with theoretical and practical
guidance in this expanding niche
Fair Value:

these sessions will focus on industry-related issues
and specialized areas of expertise

Niche Vignette:

for a look into the nature of valuation or damage cases in the
context of litigation including the impact of technology on the litigation process
Litigation:

for the more experienced practitioner who wishes to
explore more complex valuation topics and issues

Emerging Issues:

Fundam ental: for those with little or no valuation experience; and/or for those
who wish to re-visit the basics, including how to do these types of valuations

Visit www.cpa2biz.com/BV2006 for full session descriptions
Topics, Speakers, Fields o f Study and Agenda are subject to change

Litigation

SATURDAY, DECEMBER 2 PRE-CONFERENCE BONUS
BVFLS SESSION (complimentary for BVFLS & ABV Members)
12:00 pm - 5:00 pm Registration & Message Center Open
1:00 pm - 5:00 pm 401 Selling Your Story to the Media to Build Brand
Awareness and Attract Clients — A Media Training
and Pitching Workshop MKT
David Colgren, COLCOMGROUP, INC., New York, NY
Brad Monterio, COLCOMGROUP, INC., New York, NY

SUNDAY, DECEMBER 3 PRE-CONFERENCE OPTIONAL
WORKSHOPS (additional fee)
8:00 am - 6:00 pm
8:00 am - 1 1 :00 am

Registration & Message Center Open
Concurrent Optional Workshops (Select one)
101 BVFLS Report Writing Workshop SKA
W. James Lloyd, ValuePoint Consulting Group, LLC,
Knoxville, TN
Ronald L. Seigneur, Seigneur Gustafson Knight LLP,
Lakewood, CO
102 Hi-Tech SKA, T
Neil Beaton, Grant Thornton LLP, Seattle, WA
Scott L. Beauchene, Grant Thornton LLP, Seattle, WA
Brent Sloan, Grant Thornton LLP, Seattle, WA
103 How to Better Manage and Market Your BV
Practice BMO, MKT
Eva Lang, Financial Consulting Group, Germantown, TN
Timothy W. York, Dixon Hughes PLLC, Birmingham, AL

SUNDAY, DECEMBER 3

12:15 pm - 1 :30 pm General Session
1 Keynote Presentation
Sherron Watkins, former VP of Enron Corporation,
Independent Speaker and Consultant, Houston, TX
Afternoon Refreshment Break in the Exhibit Hall
Concurrent Sessions Select one)
2 GAAP & GAAS Overview A, AU
M arc Sim on, BDO S eidm an, LLP, N ew York, NY

Niche Vignette

3:15 pm -3 :2 5 pm
3:25 pm - 4:40 pm
Fair Value

Litigation

Emerging Issues

Fundamental

4:40 pm - 4:50 pm
4:50 pm - 6:00 pm

MAIN CONFERENCE — DAY ONE

12:00 pm
Main Conference Begins
12:00 pm -12:15 pm Welcome & Introduction
Robert Duffy, Grant Thornton LLP, Seattle, WA

1:30 pm - 2:00 pm
2:00 pm - 3:15 pm
Fair Value

Emerging Issues

3 Healthcare Trends & Outlook: Implications for
the Valuation of Healthcare Businesses in 2006 SKA
Cindy Collier, Healthcare Valuation & Litigation Services,
Columbus, OH

October/November 2006

6:00 pm - 7:30 pm

4 Case Law Update BL
Jay Fishman, Financial Research Associates,
Bala Cynwyd, PA
Shannon Pratt, Shannon Pratt Valuations, LLC, Portland, OR
5 Corporate Buy-Sell Agreements: Ticking Time
Bombs or Reasonable Resolutions? SKA
Z. Christopher Mercer, Mercer Capital Management, Inc.,
Memphis, TN
Change Break
Concurrent Sessions (Select one)
6 The Latest and Greatest on Fair Value
Measurements and the Impact on SFAS141 and 142 A
Mark Zyla, Willamette Management Associates, Atlanta, GA
7 Expert Witness Reports & Exhibits CS, SKA
Stephen J. Harhai, Law Office of Stephen J. Harhai,
Denver, CO
8 Responding to IRS §2036 and §2704 Issues in
Family Limited Partnership Valuations T
Ron Seigneur, Seigneur Gustafson Knight LLP,
Lakewood, CO
David L. Starbuck, Baker & Hostetler LLP, Denver, CO
9 Best Practices for Preparing a Financial Analysis
— Approaches, Models and Related Issues for More
Reliable Conclusions SKA
Christine Baker, The Rehmann Group, Grand Rapids, Ml
W. James Lloyd, ValuePoint Consulting Group, LLC,
Knoxville, TN
Change Break
General Session
10 What Lawyers Do to Silence Articulate Experts SKA
Roger Dodd, Roger J. Dodd, Lawyers, PC., Valdosta, GA
Welcome Reception
Sponsored by ABV

MONDAY, DECEMBER 4

MAIN CONFERENCE — DAY TWO

7:00 am -6 :1 5 pm
7:00 am - 8:00 am
8:00 am - 9:15 am

Registration & Message Center Open
Continental Breakfast and Vendor Display
General Session
11 BV Standards SKA
Edward J. Dupke, Clifton Gunderson, LLP, Phoenix, AZ

9:15 am - 9:25 am
9:25 am -1 0 :4 0 am
Fair Value

Change Break
Concurrent Sessions (Select one)

Niche Vignette

13 Recipe for the Valuation of an ESOP SKA
Larry R. Cook, Larry R. Cook & Associates, PC, Houston, TX

Litigation

14 Damages: DCF-Equivalent or Business Valuation
Delta — Which Approach Is “Right” and How Do You
Critique Opposition? SKA
Darrell D. Dorrell, Financial Forensics, Lake Oswego, OR

12 SFAS 141 Case Study A
Mark Edwards, Grant Thornton LLP, Charlotte, NC

Conference a g e n d a

National Business Valuation Conference

Emerging issues

15 Make Me an Offer I CAN Refuse: An Alternate
Look at Current Views SKA (repeated in session 18)
James R. Hitchner, The Financial Valuation Group,
Atlanta, GA
10:40 am -11:10 am Morning Refreshment Break in the Exhibit Hall
11:10 am -12:25 pm Concurrent Sessions Select one)
Fair Value
16 123R Overview A, AU
Dan Peckham, Deloitte & Touche, Dallas, TX
Niche Vignette
17 Private Equity Groups — What Do They Look
For? SKA
Owen T. Johnson, Southard Financial, Memphis, TN
Emerging Issues
18 Make Me an Offer I CAN Refuse: An Alternate
Look at Current Views SKA (repeat of session 15)
Fundamental
19 Estimating the Company — Specific Risk SKA
(repeated in session 26)
Robert Reilly, Willamette Management Associates,
Chicago, IL
12:25 pm -1 :4 0 pm Luncheon and Awards Ceremony
1:40 pm - 1:50 pm Change Break
1:50 pm - 3:05 pm Concurrent Sessions (Select one)
Fair Value
20 123R Case Study A
Gregory A. O’Hara, Stout Risius Ross, Inc., Cleveland, OH
Litigation
21 Ten Deadliest Mistakes of Valuation Experts in
Litigation SKA (repeated in session 25)
Michael G. Kaplan, Kaplan, Abraham, Burkert &
Company, Woodland Hills, CA
Emerging Issues
22 AICPA BVFLS Section Call for Papers
The Valuation of Human Capital Intangible
Assets SKA
Robert F. Reilly, Willamette Management Associates,
Chicago, IL
Fundamental
23 FLP — How To’s T
C. Brett Cooper, Carter, Belcourt & Atkinson, P.A.,
Tampa, FL
3:05 pm - 3:15 pm Change Break
3:15 pm - 4:30 pm Concurrent Sessions (Select one)
Fair Value
24 Bringing it All Together A, SKA
Moderator: Dave Dufendach, Grant Thornton LLP,
Seattle, WA
Panelists: Mark Edwards, Grant Thornton LLP, Charlotte, NC
Gregory A. O’Hara, Stout Risius Ross, Inc., Cleveland, OH
Dan Peckham, Deloitte & Touche, Dallas, TX
Marc Simon, BDO Seidman, LLP, New York, NY
Mark Zyla, Willamette Management Associates, Atlanta, GA
Litigation
25 Ten Deadliest Mistakes of Valuation Experts in
Litigation SKA (repeat of session 21)
Fundamental
26 Estimating the Company — Specific Risk SKA
(repeat of session 19)
Fundamental
27 Common Errors in Business Valuation
Reports SKA
Robin E. Taylor, Dixon Hughes PLLC, Birmingham, AL
4:30 pm - 5:00 pm
5:00 pm - 6:15 pm

Afternoon Refreshment Break in the Exhibit Hall
General Session
28 Ask the Experts SKA
Moderator: James R. Hitchner, The Financial Valuation
Group, Atlanta, GA
Panelists: Z. Christopher Mercer, Mercer Capital
Management, Inc., Memphis, TN
Shannon Pratt, Shannon Pratt Valuations, LLC, Portland, OR
Gary Trugman, Trugman Valuation Associates, Inc.,
Plantation, FL

TUESDAY, DECEMBER 5
7:00 am -1 :0 0 pm
7:00 am - 8:00 am
7:00 am - 8:00 am

Emerging Issues
Emerging Issues

Fundamental

8:00 am - 8:15 am
8:15 a m -9 :3 0 am

9:30 am -1 0 :0 0 am
10:00 am -11:15 am

Niche Vignette

Emerging Issues

Fundamental

11:15 am -11:45 am
11:45 am -1 :0 0 pm
Emerging Issues

Niche Vignette
Fundamental

MAIN CONFERENCE — DAY THREE

Registration & Message Center Open
Continental Breakfast and Vendor Display
Early Riser Sessions (Select one)
201 AICPA Town Hall Meeting SKA
Mike Crain, The Financial Valuation Group,
Ft. Lauderdale, FL
202 S-Corps T
Nancy Fannon, Fannon Valuation Group, Portland, ME
203 Fair Value in Dissenting and Oppressed
Shareholder Matters: How to Avoid the Minefields SKA
Jay Fishman, Financial Research Associates,
Bala Cynwyd, PA
204 Reasonable Executive Compensation — Data
Sources & Dangers for BVers & Beyond SKA, T
Ralph Ostermueller, The Financial Valuation Group,
St. Louis, MO
Change Break
General Session
29 The Cost of Illiquidity SKA
Aswath Damodaran, NYU Stern School of Business,
New York, NY
Morning Refreshment Break
Concurrent Sessions (Select one)
30 Standards — Reconciling Between Multiple
Professional Standards SKA
Mike Crain, The Financial Valuation Group,
Ft. Lauderdale, FL
31 Valuing Small Businesses for Divorce SKA
(repeated in session 35)
Gary Trugman, Trugman Valuation Associates, Inc.,
Plantation, FL
32 Valuing Intangible Assets for Business
Combinations Under SFAS 141 A
Carolyn Worth, KPMG, LLC, San Francisco, CA
33 IRS Perspectives T
Ronald M. Cerruti, Internal Revenue Service,
San Francisco, CA
Change Break
Concurrent Sessions (Select one)
34 Comparison of Models — Recent Research and
Developments SKA
Roger Grabowski, Duff & Phelps LLC, Chicago, IL
35 Valuing Small Businesses for Divorce SKA
(repeat of session 31)
36 The Transaction Method: Uses and Abuses of
Market Data SKA
Heidi Walker, Fannon Valuation Group, Portland, ME

Fundamental

37 Reconciling Income Approach Methodologies SKA
Jeffrey Risius, Stout Risius Ross, Inc, Farmington Hills, Ml

1:00 pm

Conference Adjourns

Visit www.cpa2biz.com/BV2006 for more information about Austin
and this year’s conference including:
• Fun facts about Austin and things to do while you’re there
• Full program agenda, latest updates and hotel information
• More about our speakers

Registration in fo rm a tio n
4 WAYS TO REGISTER
www.cpa2biz.com/conferences
2 PHONE*: 1 -8 8 8 -7 7 7 -7 0 7 7 or 1 -201 -9 3 8 -3 0 0 0
Complete and mail the form to: AICPA Conference Registration, PO Box 2210, Jersey City, NJ

1

ONLINE*:

4

MAIL:

3

FAX*: 1 -800-8 70-661 1 or 1 -201 -9 3 8 -3 1 0 8

07303-2210

ABV Designees use code SECTION 100 and BVFLS M embers use code SECTION 50 to receive m em ber prices.

RECOMMENDED CPE CREDIT
Up to 20.5 (main conference); up to 3 (optional workshops) and 4 (Bonus Session
for BVFLS and ABV members)
This conference was prepared in accordance with the Joint AICPA/NASBA Statement on
Standards for Continuing Professional Education (CPE) Programs effective on January 1 , 2002.
The recommended CPE Credits are in accordance with these standards; however, your
individual state board is the final authority on the acceptance of programs for CPE credit.

CONFERENCE FEE
Registration fees are determined by current membership status in the ABV, BVFLS of the
AICPA. Please indicate member number on the registration form to obtain the correct
discount. Fee for conference includes all sessions, conference materials, continental
breakfasts, refreshment breaks, luncheons and reception. Fee for optional workshops
include all session materials and refreshment breaks. Registration for groups of 2
or more individuals per organization may qualify for group discounts. Please visit
www.cpa2biz.com/conferences for more information. Groups of 10 or more individuals
per organization may qualify for additional discounts, please email service@aicpa.org for
more information and indicate “ Group Conference Sales” in the subject line of your email.
Please note: there is no smoking during the conference sessions.
Suggested attire: business casual.
Prices, Topics, Speakers, Fields of Study and Agenda are subject to change without notice.
Program Code: BVAL06

CANCELLATION POLICY
Full refunds will be issued if written cancellation requests are received by 11/12/06.
Refunds, less a $100 administrative fee, will be issued on written requests received
before 11/26/06. Due to financial obligations incurred by AICPA, no refunds will be issued
on cancellation requests after 11/26/06. For further information, call AICPA Service Center
at 1-888-777-7077.

HOTEL AND GROUND TRANSPORTATION INFORMATION
Contact the hotel directly to obtain their policy on reservations, deposits and cancellations.
Rooms will be assigned on a space-available basis only. Note, this conference is expected to

sell out, so please make hotel arrangements as soon as possible. To receive our special
group rates mention and that you will be attending the AICPA National Business
Valuation Conference.
Hilton Austin, 500 East 4th Street, Austin, TX 78701
Hotel Phone: (512) 482-8000
Hotel Room Rate: $189 single/double

Hotel Reservations: (800) 236-1592
Hotel Reservation Cutoff Date: November 2 , 2006

Ground Transportation — to and from the hotel and airport (please note: rates and times
are approximate)
Taxi: $25 each way, approximately 20 minutes each way
Shuttle: $12, $21 round trip, approximately 30 minutes each way

AIRLINE INFORMATION
The AICPA has a special arrangement with Carlson Wagonlit Travel — The Leaders
Group to assist you with your travel arrangements. This travel agency may be reached
at 1-800-345-5540. If you prefer to make your own travel plans, be sure to mention the
participating airline’s reference number (listed below) to take advantage of deeply discounted
“Zone Fares” that do not require a Saturday night stay over. Discounts are valid for round trip
registered AICPA meetings or conferences only. Some restrictions may apply.
American Airlines
Continental Airlines
Delta Air Lines
United Airlines

1-800-221-2255
1-800-468-7022
1-800-241-6760
1-800-521-4041

Index #18518
Agreement Code UNFSLY and Z code ZRKF
Refer to US723852916
Refer to Meeting ID #531SI

CAR RENTAL
Hertz Car Rental — AICPA Member Discounts: Call 1-800-654-2240 Ref. Code
CV#021H0013.
Airline and car rental discounts are available only when you or your travel agent book through
the 1 -800 number. We strongly advise you to confirm your conference registration and hotel
reservation prior to making your travel plans. The AICPA is not liable for any penalties incurred
if you cancel/change your airline reservations. Rates are subject to availability.

Registration fo rm
CONFERENCE PLANNER

M E M B E R S H IP IN FO R M A TIO N

Select one from each time period. To ensure that adequate seating is reserved for the conference
sessions, you must complete this section in advance of the conference.

Very important — please be sure to complete.

AICPA Member
ABV Designee?
BVFLS Member?

□ Yes □ No
□ Yes □ No
□ Yes □ No

Membership No. (Required for discount prices)

NICKNAME FOR BADGE

BUSINESS TELEPHONE

SUNDAY, DECEMBER 3
2:00 p m - 3 :1 5 pm
3:25 pm - 4:40 pm

Concurrent Sessions
□ 2
□ 3
□ 6
□ 7

□ 4
□ 8

□ 5
□ 9

MONDAY, DECEMBER 4

Concurrent Sessions
□ 12
□ 13
□ 16
□ 17
□ 20
□ 21
□ 24
□ 25

□
□
□
□

□
□
□
□

9:25 am -1 0 :4 0 am
11:10 am - 12:25 pm
1:50 pm - 3:05 pm
3:15 p m - 4 :3 0 pm

TITLE

E-MAIL ADDRESS

R EG ISTR A TIO N IN FO R M A TIO N
Please photocopy this form for additional registrants. If the information on your label is incorrect, please complete the following:

LAST NAME

FIRST NAME

Ml

STREET ADDRESS

SUITE

P O BOX

CITY

STATE

ZIP

TUESDAY, DECEMBER 5 Concurrent Sessions
□ 202
7:00 am - 8:00 am
□ 201
10:00 am -1 1 :1 5 am
□ 30
□ 31
□ 34
11:45 am - 1:00 pm
□ 35

14
18
22
26

□ 203
□ 32
□ 36

15
19
23
27

□ 204
□ 33
□ 37

FIRM NAME OR AFFILIATION

PA YM EN T IN FO R M A TIO N

CONFERENCE FEES

OR Please bill my credit card for $____________ .
□ AICPA VISA® Credit Card*

Please circle appropriate rate.

MAIN CONFERENCE
□ M02 Early Bird Discount
SAVE $75 by 11/3/06
□ M01 Regular Registration

ABV Designee
$750

BVFLS Member
$800

AICPA Member
$850

Nonmember
$1,050

$825

$875

$925

$1,125

BONUS SESSION — SATURDAY, DECEMBER 2 (complimentary for BVFLS & ABV Members)
□ 4 01
complimentary
complimentary
N/A
N/A
PRE-CONFERENCE WORKSHOPS — SUNDAY, DECEMBER 3 (additional fee)
8:00 am - 1 1 :00 am (Select one)
□ 101
□ 102 □ 103
$150
$150
$150
Total

$_____

O ctober/N ovem ber 2006

$_ _ _ _ _ _

Full payment must accompany registration form.

My check for $____________ payable to AICPA is enclosed.

$_ _ _ _ _ _

□ Discover®

□ American Express®

□ MasterCard®

an AICPA VISA® C redit Card,

□ Diners Club®

□ VISA®

CARD NO.

†lf you d o n 't presently have

please call 1 -8 6 6 -C P A -V IS A
fo r m ore inform ation o r to apply
fo r th e card.

EXP. DATE

BILLING NAME

SIGNATURE

$150
$_ _ _ _ _ _

In a cco rda nce w ith th e A m erican s w ith D isab ilities Act, do you have any special needs?
□

Yes

□

6C P A 2 -4 1 8

No

(If yes, you w ill be conta cted .)
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average rate o f 2.74% p e r year.
Copies of the Trustees’ report can be
found at www.ssa.gov/OACT/TR/index.html.
Treasury Securities

In both the Capital Asset Pricing
Model (CAPM) and the Build-Up
Method, the yield on treasury bonds
is often used as the proxy for the
risk-free rate used to determine the
cost of capital. The yield on treasury
bonds is referred to as the nominal
interest rate. Two elements comprise
the nominal interest rate, namely,
the expected real rate of interest and
the expected inflation rate. The real
rate of in te re st is the re tu rn an
investor requires in order to forego
current consumption for future con
sumption.
The yields on Treasury InflationProtected Securities (TIPS) are a
source for determining the real rate
of interest. The U.S. Governm ent
first issued TIPS in 1997. TIPS are
securities whose principal is adjusted
every six months for changes in the
CPI. The coupon rate on TIPS is
constant, but generates a different
amount of interest when multiplied
by the inflation-adjusted principal.
Economic theory holds that the
n o m in al rate o f in te re s t sh o u ld
a p p ro a c h the ex p e cte d overall
growth rate for the economy. There
fore, the yield on Treasury Bonds
should represent the expected nomi
nal growth rate of the economy over
a com parable term. For the week
ending June 30, 2006, the average
yield on the 20-year Treasury bond
was 5.35%.
Yields on both Treasury bonds
and TIPS are available from the Fed
eral Reserve in the Federal Reserve
Statistical Release H.15: Selected Inter
est Rates. This report can be found at
the following Web site: www.federalre 

serve.gov/Releases/H15/Current/
• Breakeven Inflation
Comparing the yields on TIPS to the
yields on Treasury bonds with similar
maturities should yield the expected
inflation rate over the period. The

CPAE xpert

term breakeven inflation (the BEI)
rate refers to the expected rate of
inflation based on the relationship
between the yield on Treasury bonds
and TIPS. A simple method to calcu
late the BEI is to subtract the yield
on a TIPS from the yield of a Trea
sury bond with the same maturity.
On June 30, 2006, the BEI rate based
on yields of the 20-year TIPS and 20year Treasury bonds was 2.69%.
Historical Rates

A number of appraisers consider his
torical rates of inflation and real
GDP growth when estim ating the
economy’s long-term growth rates.
Ibbotson relies on the historical real
GDP growth rate of 3.4% to develop
a long-term estim ate of nom inal
growth. Some analysts use the histor
ical inflation rate of 3% when devel
oping a long-term growth rate.

SUMMARY OF EXPECTED INFLATION
RATES AND EXPECTED GROWTH RATES
The table below sum m arizes the
findings described above:

found its two-year forecasts and fiveyear forecasts were about as accurate
as the Blue Chip Economic Indicators
and the OMB. The CBO also found
that forecasters collectively tended to
err during periods that included a
turning point in the business cycle or
if there were significant shifts in pro
ductivity growth. Similar findings
were reported in an analysis released
in March 2006 prepared by the Con
gressional Research Service. The
author is unaware of any studies ana
lyzing the accuracy of 10-year fore
casts presented in any of the surveys
of econom ic fo recasters or the
CBO’s analysis of the federal budget.
Breakeven Inflation Rate

Currently, the prospects are mixed
regarding the accuracy of the BEI
rate to forecast future rates of infla
tion. Several factors underlie this
challenge.
Adjustments to TIPS for changes
in the CPI incorporate a 2 ½-month
lag. For exam ple, adjustm ents to
TIPS effective April 1 are based on

Forecast
Horizon

Real
GDP
Growth

Inflation

Livingston Survey

1 0 years

3.20%

2.50%

5.70%

Survey of Professional Forecasters

1 0 years

# N /A

2.50%

# N /A

Blue Chip Economic Indicators

1 0 years

2.40%

3.09%

5.49%

(1)

5 years

3.28%

2.68%

5.96%

(1)

Congressional Budget Office

1 0 years

3.00%

2.34%

5.34%

(1)

Social Security Administration

1 0 years

2.57%

2.74%

5.31%

(1)

Treasury Securities

2 0 years

2.59%

2.76%

5.35%

(2)

3.40%

3.00%

6.40%

(1)

Office of Management and Budget

Historical

Nominal
GDP
Growth
(1)

#N/A: Not Available
(1): Nominal GDP Growth Rate calculated as Real GDP Growth Rate plus Inflation.
(2): Inflation calculated as Nominal Growth Rate minus Real GDP Growth Rate.

RELIABILITY OF SOURCES
Surveys of Economic Forecasters

Studies have found surveys of eco
nomic forecasters to perform as well
as or better than economic models
and other methods when forecasting
inflation one to two years out. In an
analysis prepared in 2005, the CBO

CPI published for January. In peri
ods in which there are significant
changes in the inflation expecta
tions, this lag could affect the pricing
of TIPS.
T he BEI rate has two com po
nents, namely, expected inflation
and an inflation risk premium. The
inflation risk premium is inherent in
7
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nominal Treasury bonds, since Trea
sury bondholders expect a premium
to protect them from the risk that
actual inflation may deviate from
real inflation. According to the Fed
eral Reserve Bank of San Francisco
(the FRBSF), the inflation risk pre
mium causes the BEI rate to over
state inflation.
The FRBSF also found that the
BEI rate u n d e rsta te s in fla tio n
because TIPS yields include a liquid
ity premium. The market for TIPS is
less than 10 years old and smaller
than the market for nominal Trea
sury bonds. A study of BEI rates from
1998 to 2004 found the BEI rates
had in cre ase d over the p e rio d .
A ccording to the FRBSF, the
increase probably was due to artifi
cially low rates when TIPS were first
introduced. The FRBSF hypothe
sized the liquidity premium in TIPS
had declined as the market for TIPS
has grown yielding higher BEI rates.
The FRBSF expects that as the mar
ket for TIPS matures, the inflation
risk premium and the liquidity pre
mium will become constant.
T he F ed eral Reserve Bank of
Kansas City (the FRBKC) concurred,
noting that, if current trends con
tinue, TIPS should become more liq
uid an d the liq u id ity prem iu m
should gradually decline. As a result,
the BEI rate will m ore closely

approximate market inflation expec
tations. However, the FRBKC cau
tions that breakeven inflation may
never be a p e rfe c t m easure of
expected inflation because both the
inflation risk premium and the liq
uidity prem ium may still vary over
time. The FRBKC advises that to
derive the best-estim ate m ark et
expectations of future inflation, one
should combine the BEI rate with
other information.

ACCEPTABLE RANGES OF A STABLE
GROWTH RATE
The fact that a stable growth rate is
constant forever puts limits on how
high it can be. Few, if any, compa
nies can grow forever at a rate
higher than the growth rate of the
econom y in which they o perate.
Industries achieving rapid growth
attract additional m arket partici
pants, thereby putting pressure on
p ro fit m argins and grow th. T he
result is that as a company matures,
its growth slows down. In most cases,
a company’s stable growth rate can
n o t be g re a te r th a n the overall
growth rate of the economy. Since
the riskless rate should represent an
economy’s expected nominal growth
rate, some appraisers use the rule of
thum b that the stable growth rate
used should not exceed the riskless
rate used in the valuation.

Effect of Time on Present Value of Capitalization Factor

8

However, some companies can be
expected to achieve growth rates
above the e c o n o m y ’s long-term
nominal growth rate for a significant
period of time. When valuing such a
company, it may be more effective to
use a m ultistage discounted cash
flow model.
If using the G o rd o n Grow th
model and the subject company is
expected to grow at rates above the
stable growth rate for a period of
time, a prem ium can be added to
the economy’s forecasted long-term
growth rate to reflect above-average
growth in the initial years. However,
the amount of premium that can be
added is limited. According to Prof.
Aswath Damodaran, the sensitivity of
the G ordon Growth m odel to the
stable growth factor implies that a
firm’s perpetual growth rate cannot
be more than 1% or 2% above the
econom y’s fo recasted long-term
growth rate.
W hen using a m ultistage dis
co u n te d cash flow m odel, the
amount of time that passes before a
firm is assum ed to achieve stable
growth will have an impact on the
total present value of a firm’s cash
flows to the stable growth rate. As the
table on this page indicates, the fur
ther out before the stable growth
period is assumed to take effect, the
less impact the stable growth rate will
have on the present value of the capi
tal growth factor. However, time does
no t affect the relative difference
between the impact of two different
growth rates. For example, in the
graph on this page, the capitalization
factor at 15% is 3.28 times greater
than the 5% capitalization factor,
regardless of the number of years the
amount is discounted.
For most companies, the stable
growth rate will be lower than the
eco n o m y ’s e x p e cte d long-term
grow th rate. S ettin g the stable
growth rate to be less than or equal
to the economy’s nom inal growth
rate ensures that the company’s sta
ble growth rate will be less than the
discount rate.
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Since capitalization into perpetu
ity is a long time into the future,
some valuation professionals argue
that a company’s sustainable growth
rate should not be greater than the
rate of inflation. O thers use the
anticipated inflation rate because
they assume no real growth in the
underlying business.
In a num ber of cases, the stable
growth rate can be negative. A nega
tive stable growth rate implies that a
firm is being liquidated slowly over
time. A negative stable growth rate

CPAE xpert

may be the best choice when an
industry is being phased out because
of technological advances or struc
tural changes in the economy.

CONCLUSION
The economy’s expected long-term
growth rate can be used to estimate a
company’s stable growth rate. The
rate selected depends on the under
lying characteristics of the subject
entity, its industry, its fu tu re
prospects, and the economy it oper
ates in. There are numerous sources

In th e KNOW
Contributed by J a mes R. Hitchner, CPA /A B V , ASA, The Financial Valuation Group, Atlanta,
a member of the Financial Consulting Group

DELAWARE COURT TAX AFFECTS S CORP
The following article is taken from the August/September 2006 issue of Financial
Valuation and Litigation Expert journal ( www.valuationproducts.com). It was written
by John Stockdale, Jr., who is with Valuation Case Digest and Valuation Informa
tion, Inc., telephone (248-366-8518). Copyright 2006 by Valuation Information Inc.
Used with permission.
In Delaware Open MRI Radiology Asso
ciates, PA v. Howard B. Kessler, No.
275-N (Del. Chan. April 26, 2006),
the Delaware C ourt of C hancery
determined the fair value of stock in
this statu to ry ap p raisal action.
Kessler and the other defendants
(K essler G roup) h e ld 37.5% of
Delaware Open MRI Radiology Asso
ciates, PA (Delaware MRI), which
was formed to own MRI centers in
Delaware and pass the MRI reading
activities on to its owner-radiologist.
When Delaware MRI, an S corpo
ration, was formed, all its sharehold
ers practiced together in a Philadel
phia radiology practice. Eventually,
the defendants separated from the
initial group (Broder Group) and
started a competing radiology prac
tice. As com petition betw een the
Kessler and Broder groups increased,
the Broder Group, which held the
remaining interest in Delaware MRI,
began to divert more MRI reading

activities to them, eventually cutting
out the Kessler Group all together.
C ontem poraneously, the B roder
G roup com m enced a freeze-out
merger to remove the Kessler Group
from participation in Delaware MRI.
The Broder Group obtained a valua
tion of Delaware MRI, which indi
cated a value of $16,000 per share.
At the tim e of the freeze-o u t
merger, Delaware MRI owned inter
ests in two MRI centers located in
Delaware and planned to expand
throughout Delaware. Days after the
merger, it signed a lease and formed
an operating company for a third
location. Plans for a fourth location
were formed shortly thereafter, but
these plans were accom plished
through an entirely separate busi
ness that did not involve the Kessler
Group. A fifth location was under
consideration, but no material steps
were taken to proceed by opening it.
The th ree post-m erger locations

for estim atin g an e co n o m y ’s
expected inflation rate and expected
real growth rate. Surveys of profes
sional forecasters appear to be the
most reliable. Many businesses’ sta
ble growth rates into perpetuity will
fall between the forecasted rate of
in fla tio n and the e co n o m y ’s
expected nominal growth rate. X
Lindsey Lee, C P A /A B V , CFA, ASA, is a
Senior Manager in the Business Valuation
and Advisory Services Group of UHY Advi
sors TX, LP in Houston, TX. He can be con
tacted at llee@uhy-us.com.

were operated in a fashion substan
tially similar to the first two. Each
location’s revenue was split: 15% to
radiologists-ow ners for services
(which was in cre ase d to 17.5%
shortly before the m erger); 1% to
m an a g e m e n t fees, w hich was
increased to 2% shortly after the
merger; between 5% and 7.5% to
marketing, which was increased to
7.5% for all facilities a fte r the
merger.
T he K essler G roup d issen ted
from the freeze-o u t m erger.
Delaware MRI brought this action to
establish the fair value of the dis
senters’ interests. The Kessler Group
countersued, claim ing breach of
fiduciary duty, which required the
Broder Group to establish the entire
fairness o f the tra n sa ctio n . T he
Chancery Court initially concluded
that the transaction did not satisfy
the entire fairness test. In reaching
this decision, it n o te d th a t the
Broder Group’s appraisal was based
entirely on the two established MRI
centers and did not consider any
value attributable to the three cen
ters that would be opened shortly
after the m erger. M oreover, the
appraiser did not consider whether
the amount paid to the radiologist/
owners for reading services was rea
sonable or whether the amount paid
as management fees was reasonable.
More precisely, for exam ple, the
appraiser did not determine whether
amounts were the m arket rate, or
diverted from corporate profits.
9
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The court then determ ined the
fair value of the stock. Both parties
p rese n ted ex p ert valuation testi
mony regarding the value of the
stock, and both experts used the dis
counted cash flow method, includ
ing the build-up method to compute
the discount rate. Moreover, since
the business had contemporaneous
pre-litigation projections for most of
the MRI centers that were used to
secure financing, the court and the
experts relied upon those projec
tions. In doing so, the court stated:
Traditionally, this court has given
great weight to projections of this kind
because they usually reflect the best judg
ment of management, unbiased by litiga
tion incentives. This is especially so when
management provides estimates to a
financing source and is expected by that
source (and sometimes by positive law) to
prove a reasonable best estimate offuture
results.
However, the experts disagreed
regarding other aspects of the valua
tion, which included the amount to
be reconciled for excess m anage
ment and MRI reading fees, whether
to tax-affect the stock because of its S
corporation status, and whether the
expansion plans should be taken
into account as part of the operative
reality of the business on the valua
tion date.
First, the c o u rt c o n sid e red
whether the MRI reading fees paid
by Delaware MRI to the radiologists
and m anagement fees were appro
priate. The court noted that, when
all the radiologist-owners were at the
same firm and shared equally in the
MRI reading revenues, there was no
unfairness in the am ount paid by
Delaware MRI to the doctors. How
ever, after the Kessler Group split
from the Broder Group, unfairness
arose because the B roder G roup
transferred all the MRI reading fees
to itself without making an adjust
ment for the prior above-market rate
of 15% of revenues. T he Kessler
G roup a rg u e d th a t the a m o u n t
improperly received by the Broder
10

Group due to the transfer of all the
fees sh o u ld be the d ifferen ce
between the lowest bid price (the
“bargain basement” price) and the
a m o u n t received by the B ro d er
Group.
The Chancery Court rejected this
position. It reasoned that the proper
offset should be the market rate of
fees charged by comparable radiol
ogy groups. However, it noted that
neither party presented this informa
tion. T h ere was evidence of the
M edicare re im b u rse m e n t rate,
which equated to a 13.7% fee, and,
given the uncertainty created by the
Broder G roup’s wrongful conduct,
the court decided to use that figure.
Thus, it a d d e d the d ifferen ce
between the Medicare rate and the
actual rate charged by the Broder
Group back to the revenue projec
tions used to compute the fair value
of the business.
The C hancery C ourt was next
p re s e n te d with two views o f the
operative reality of the company.
The Broder Group’s expert failed to
take the plans for future expansion
into account and to accord them
any value because the three later
centers were not open for business
on the m erger date. The Kessler
G roup’s expert included the value
of the third and fourth centers in
making his appraisal of Delaware
MRI because the plans for one had
been finalized but not formally exe
cuted and negotiations were well
underway for the other. The court
agreed with the position taken by
the Kessler Group’s expert, stating,
“Obviously, when a business has
opened a couple of facilities and has
plans to replicate those facilities as
of the merger date, the value of its
expansion plans must be considered
in d e te rm in in g the fair v a lu e ”
because those plans are the compa
nies’ operative reality.
The court explicitly rejected the
p o sition o f the B ro d er G ro u p ’s
expert as inconsistent with estab
lished theories of corporate finance.
It stated that he “has a jarringly novel

view of corporate finance, in which
the value of M cDonald’s does not
include the revenues it expects to
make from the new franchises it will
open.” Thus, the Chancery Court
included the full value of the third
and fourth MRI centers, which were
opened shortly after the merger date,
based on the projected earnings of
those centers. Moreover, it included
the value of the fifth center, which
did not open until a year after the
merger date, at one-third the value of
the fourth center to compensate the
Kessler G roup for the “B roder
Group’s decision to usurp for itself
the exclusive right to control the
statewide network for itself.”

TAX AFFECTING THE S CORP?
The court then turned to the issue of
w hether the earnings of Delaware
MRI should be tax affected because
of its S c o rp o ra tio n status. The
B roder G ro u p ’s valuation expert
treated Delaware MRI as a C corpo
ration and tax affected its earnings at
a 40% tax rate. C onversely, the
Kessler G ro u p ’s ex p ert m ade no
adjustm ent for taxes because the
operative reality was that Delaware
MRI in cu rred no corporate-level
taxes. The Chancery Court was not
p e rsu a d e d by e ith e r e x p ert, bu t
acknowledged that there was some
case law s u p p o rtin g the K essler
G ro u p ’s p o sitio n . H ow ever, the
Chancery Court rejected the opera
tive reality rationale of those cases
because, under an appraisal situa
tion, failure to tax affect to some
degree resulted in a windfall for the
dissenting shareholder since he or
she would inevitability pay tax, albeit
at the personal level, on the earnings
of the business, whether or not those
earnings were received from the
business. It stated, “To capture the
precise advantage of the S corpora
tion structure to the Kessler Group,
it is necessary to use a method that
considers the difference between the
value that a stockholder of... [the
company] would receive in ...[th e
company] as a C corporation and
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the value that a stockholder would
receive in ...[the company] as an S
corporation.” It then reasoned that
since the C corporation tax rate of
40% was ro ughly equal to the
income tax rate experienced by the
high-income earning m em bers of
the K essler G roup, the prim ary
advantage of the S corporation status
to the Kessler Group was the avoid
ance of dividend tax. It then applied
the following formula to determine
the appropriate amount by which to
tax affect the S corporation in a fair
value scenario:
S Corp pretax earnings x personal tax
rate of shareholder = dividends available

CPAE xpert

Dividends available/1 - applicable
dividend tax rate = available earnings
S Corp pretax income - available
earnings/S Corp pretax earnings =
assumed corporate tax rate
Using this formula, the Chancery
C o u rt d e te rm in e d th a t the dis
s e n te rs ’ in te re s t sh o u ld be tax
affected by a rate of 29.4%. It rea
soned, “This calculation allows me to
treat the S corporation shareholder
as receiving the full b e n e fit of
untaxed dividends, by equating its
after-tax return to the after-dividend
re tu rn to a C co rp o ratio n share
holder.”

E xpert TOOLS
A review of Standards of Value: Theory and Applications byJay Fishman,
Shannon Pratt, and Bill Morrison (Hoboken, NJ:John Wiley & Sons, Inc., 2006)
By Jam es R. Hitchner, C P A /A BV , ASA
The first tim e I ever testified in
court, I listened as the opposing
expert, u n d e r cross-exam ination,
based his opinion of value on the
wrong standards of value. Although
the incident happened a long time
ago, I have never fo rg o tte n it
because it made me aware of how
im portant the standard of value is
within the context of any valuation—
whether for estate and gift tax, dis
senting rights, financial reporting, or
marital dissolution.
The standard of value and the
proper definition of the standard of
value set the criteria relied upon by
valuation analysts. One is that it dic
tates whether an analyst uses a hypo
thetical buyer and seller, a marketp articip an t buyer and seller, the
value to a single person, or a willing
or unwilling buyer and seller. The
standard also sets the stage for con
sideration of the various levels of
value (five here) and w hether dis
counts or premiums apply. My longago observation in that courtroom

illu stra te d to me th a t using the
wrong standard of value can give a
result that is highly distorted and can
make the analyst’s work indefensible.
Many analysts think that determin
ing the standard of value is simple
and straightforward even though the
exact opposite is closer to the truth.
Help in clarifying the subject of the
standard of value comes in Standards
of Value: Theory and Application, writ
ten by Jay Fishman, Shannon Pratt,
and Bill M orrison, a group wellknown in the business valuation
industry. This book breaks down the
walls of uncertainty and does much
to help answer many difficult ques
tions. As is usual among valuation
analysts, I don’t agree with everything
in the book. However, these authors
have done their homework, and I am
very impressed with the selection of
topics, the background research, and
the thoughtful presentation.
The authors first connect the dots
by introducing five standards of value,
which are fair market value, invest

The court then set about applying
the discounted cash flow m ethod
with these adjustments. It generally
adopted the application used by the
Kessler Group’s expert, noting that
the expert’s approach was conserva
tive. It concluded that the dissenters’
in te re s t h ad a fair value of
$33,232.26 per share. X
“In the Know” is a regular feature of CPA
Expert contributed by James R. Hitchner,
C P A /A B V , ASA, Managing Director, The
Financial Valuation Group, Atlanta, GA, and
President, The Financial Consulting Group.
He is also Editor in Chief, Financial Valuation
and Litigation Expert and Editor and co
author of Financial Valuation: Applications
and Models, 2nd edition (Hoboken, NJ: John
Wiley & Sons, 2006).

ment value, intrinsic value, fair valuestate actions, and fair value-financial
reporting. These are put into service
line applications for valuations in tax,
marital dissolution, dissenting rights
and shareholder oppression, and
financial reporting. The authors then
connect the various standards of
value to the service line applications
through the premise of value con
cepts of “value in exchange” and
“value to the holder.”

HELP FOR MULTIPLE-STATE
PRACTITIONERS
One of the best features of the book
is the authors’ obvious attention to
detail concerning the standards of
value. For instance, they provide def
initions according to state for the
areas of marital dissolution, and dis
s e n te rs ’ rights an d s h a re h o ld e r
o p p ressio n . T he book in cludes
charts showing the important cases
in each state that set the criteria for
valuation in these two areas. The
charts will be extremely helpful to
valuation analysts who practice in
m ultiple states, as well as a good
refresher for those whose practices
are more local or regional.
In the chapter entitled “Standards
of Value in Divorce,” the authors
present clear, concise charts entitled
“Continuum of Value.” For example,
one of these charts links the premise
11
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of value to the standard of value, seg
ments it into enterprise and personal
goodwill, with references to relevant
state case law and the im p o rtan t
underlying assumptions. Discounts
and premiums and the effect of buysell agreements are also presented
and explained.
In the c h a p te r e n title d “Fair
Value in Shareholder Dissent and
Oppression,” the charts include the
state, standard of value, definition of
valuation term, precedent cases for
allowing discounts, most recent case,
relevant dates, and dissolution and
buyout electio n as a rem edy for
oppression.
All chapters include the history
and development of the standard of
value and concise summaries of rele
vant case law and applicable regula
tions, statutes, and standards. Again,
readers may think this is a simple
subject. Nevertheless, as the authors
have so eloquently p rese n ted in
th e ir book, it is q u ite com plex.

Again, these a u th o rs have done
their homework and compiled the
state-by-state research to help valua
tion analysts better understand the
many nuances within each state.
F ishm an, P ra tt, an d M orrison
should be thanked for putting the
tim e in to this. I t ’s a w elcom e
enhancem ent to our profession’s
body of knowledge. Good job, guys.
Note: Portions of this book review were
taken from the book’s “Foreword,”
which was written by Jim Hitchner. X

EXTRAORDINARY
EXPERTS
Two CPAs w e re re co g n ized for
their contributions to their profes
s io n , e s p e c ia lly t h e i r e f f o r t s
related to enhancing th e know l
ed g e and s k ills of CPAs in th e
areas of fraud and litigation ser
vices. At the AICPA National Con
feren ce on Fraud and L itig ation
S e r v ic e s

C o n fe r e n c e

in

Las

Vegas, Septem ber 2 8 - 2 9 , 2 0 0 6 ,
Thomas F. Burrage, Jr., Chair of
th e A IC PA Fraud and L itig atio n

James R. Hitchner, CPA/ABV, ASA, is man
aging d irecto r, The Financial Valuation
Group, Atlanta, GA, and president of The
Financial Consulting Group. He is also Edi
tor in Chief of Financial Valuation and Liti
gation Expert journal and a contributing
editor to CPA Expert. In addition, he is Edi
tor and co-author of the second edition of
the recently published Financial Valuation:
A pplications and M odels (Hoboken, NJ:
John W iley & Sons), which serves as a
basis for the AICPA six-day Business Valua
tion Essentials Course.

S e rv ic e s C o m m itte e c ite d th e
many contributions of BVFLS Dis
tinguished Service Award winner
R o n a ld L. D u rk in , C P A , C F E ,
CIRA , and FLS V o lu n teer of th e
Year Award winner Jeffrey H. Kinrich, C P A /A B V . Durkin is the first
re c ip ie n t of th e BVFLS D is tin 
guished Service Award.
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